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Summary 

One issue that never seems far from the minds of policymakers is Social Security. At the heart of 
the issue is the large shortfall of projected revenues needed to meet the mounting costs of the 
system. For the moment, the amount of Social Security tax receipts exceeds the amount of 
benefits being paid out. The Social Security trustees estimate that, beginning in 2017, the amount 
of benefits being paid out will exceed tax collections. According to the trustees’ best estimate, the 
trust fund will be exhausted in the year 2041 . 

Some have argued that because the Social Security trust fund is intended to meet rising future 
costs of the program, its surplus should not be counted as contributing to official measures of the 
budget surplus. With regard to current saving, however, it makes no difference whether the 
surplus is credited to the trust fund or simply seen as financing current federal government 
outlays (including Social Security benefits). Off-budget surpluses contribute to national saving in 
exactly the same way as on-budget surpluses do. The additional saving they represent adds to the 
national saving rate and allows current investment spending to be higher than it would otherwise 
be. 

With respect to household saving for retirement, how much is “enough” may be a subjective 
matter. But, one standard might be whether accumulated wealth is sufficient to avoid a decline in 
living standards upon retirement. A number of studies have found, however, that Americans may 
not tend to save enough to avoid such a decline in their living standard. 

Social Security may affect saving in several ways. It may reduce household saving as participants 
pay some of their Social Security contributions by reducing what they otherwise would have set 
aside. It reduces the risk associated with retirement planning and so may free participants to cut 
precautionary saving. It may, however, encourage additional saving by making it possible to retire 
earlier, thus giving participants a longer period of retirement to plan for. To the extent that Social 
Security involves a transfer of income from workers to retirees, it tends to reduce household 
saving by shifting resources from potentially high savers to those who save less. 

Proposed reforms have different effects on saving. Those that would move toward a more fully 
funded system would be likely to increase national saving, investment, and the size of the 
economy in the future. Reforms that would partially “privatize” using individual accounts, might 
tend to reduce national saving, unless contributions to those accounts were mandatory. Those that 
invested Social Security funds in private sector assets would be unlikely to have any effect on 
national saving. This report will be updated as economic events warrant. 
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Introduction 

One issue of perennial concern to policymakers is Social Security. At the heart of the issue is the 
large shortfall of projected revenues needed to meet the mounting costs of the system, beginning 
in about 2017. Taxes on those currently in the workforce are credited to the trust fund and 
benefits to retirees are debited from the trust fund. The balance of the fund itself consists of 
Treasury securities. 

At the moment, the amount of tax receipts exceeds the amount of benefits being paid out, and so 
the balance in the trust fund is growing. The current “best estimate” of the Social Security 
trustees is that beginning in 2017, the amount of benefits being paid out will exceed tax 
collections. At that time, the trust fund will have a balance of $4.7 trillion credited to it. 

According to the trustees’ best estimate, the trust fund will be exhausted in the year 2041. 1 

Because benefits are projected to exceed receipts in 2017, there is concern among many 
policymakers that changes need to be made now. If steps are not taken now, it is argued, much 
more drastic changes will be needed down the road. 

The major function of Social Security is to provide a base upon which to secure the income of the 
retired population. It does so by transferring income from the working population to those who 
are no longer in the labor force because of retirement or disability. This is also known as an 
intergenerational compact, by which those currently working support the retired population with 
the expectation that future workers will, in turn, provide for their retirement benefits. It also 
serves a social welfare function, by paying relatively more to retirees who were low-income 
earners, and survivors and dependents. 

From a macroeconomic perspective, however, what matters is the effect on national saving. In a 
general sense, the economy is blind to the sources of saving. What matters is that saving, whether 
from the household, business, or public sector is channeled into investments which increase the 
capital stock, raise productivity and add to economic growth. 

If individuals set aside substantial amounts during their working lives then the accumulated 
wealth and their expected Social Security benefits may be sufficient to provide for their 
retirement years. The more individuals save for their retirement, the higher their standard of 
living will be when they retire. If individuals are not saving enough to provide for some minimal 
standard of living in retirement, then increased saving in the public sector is one way of 
increasing national resources out of which to fund retirement benefits in the future. The larger the 
economy, the better able the nation will be to ensure a given minimum standard of living to all 
retirees. 2 



1 The trustees publish three estimates using different assumptions about costs. They call the intermediate projection 
their “best estimate.” This refers to both Old-Age and Survivors Insurance (OASI) and Disability Insurance (DI), which 
collectively are referred to as OASDI. See the 2008 OASDI trustee’s report, at http://www.ssa.gov/OACT/TR/TR08/. 

2 A larger economy will make it relatively easier to provide retirement benefits. In dealing with the long-range Social 
Security funding problem, for example, a larger economy would ease any actions needed to fully fund benefit 
obligations. Increasing federal government saving now reduces outstanding federal debt and reduces outlays now 
devoted to financing the existing public sector debt. 
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This paper examines the determinants of household saving and how household saving may be 
affected by Social Security. The potential effects of possible changes in Social Security on 
household and national saving are also discussed . 3 



Saving and the Economy 

By definition, saving is that proportion of income that is not consumed. Rather, it is made 
available to sustain and increase the stock of productive capital. Combined with labor and 
technological advances, it is this capital that contributes to the production of all the goods and 
services that make up national output. 

Reducing the share of income that is consumed and increasing the share that is saved, will tend to 
raise the amount of capital available to the labor force. The more capital available to the 
workforce, the greater the production of goods and services will be. In other words, by saving 
more now, people will be able to consume more in the future. 

From a macroeconomic perspective, it makes little if any difference where the saving comes 
from. In terms of the collective resources of the nation, a dollar of saving means a dollar of 
investment whether it is household, business, or public sector saving. 

The measure that matters with respect to the federal government’s saving is the unified budget. 
For some purposes, the budget is divided into two accounts; one is referred to as “on-budget” and 
the other is “off-budget.” The so-called off-budget surplus consists almost entirely of Social 
Security receipts and outlays . 4 

Some have argued that Social Security should not be counted as contributing to official measures 
of the budget surplus. Keeping Social Security off budget is a procedural device by which 
Congress signals that the Social Security program should be insulated from other operations of 
the budget. “Lockbox” proposals go further in an attempt to deter the current and future 
Congresses from using Social Security surpluses to justify spending increases for other federal 
programs or for tax cuts . 5 

With regard to current saving, however, it makes no difference whether those revenues are 
credited to the trust fund or simply seen as financing current federal government outlays 
(including Social Security benefits ). 6 Without the excess revenues from Social Security taxes, the 
deficit would be larger, and the federal government’s requirements for a share of the national 
savings pool would be larger as well. Off-budget surpluses contribute to national saving in 
exactly the same way as on-budget surpluses do. The additional saving they represent adds to the 
national saving rate and allows current investment spending to be higher than it would otherwise 
be. 



3 For a more comprehensive discussion of Social Security reform proposals, see CRS Report RL3 1498, Social Security 
Reform: Economic Issues, by Jane G. Gravelle and Marc Labonte. 

4 The Postal Service is also included in the off-budget account. 

5 Some proponents of accounting devices that isolate Social Security from the rest of the budget claim that this would 
result in greater government saving. This assumes that spending and tax policy decisions depend on what happens to 
the trust fund. 

6 Neither would it matter with respect to Social Security deficits, currently projected to begin in 2017. 
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Explaining Household Saving 

Any examination of Social Security and its effects on households must begin with an explanation 
of household saving behavior. What do households take into account when deciding whether, and 
how much, to save? 



Life Cycle Saving 

Most economists analyze household saving behavior using what is known as the life-cycle model 
of consumer behavior. The life-cycle model begins with the basic assumption that most 
individuals are not myopic but rather take their expected lifetimes into account when deciding 
how much out of current income to save and how much to spend. 

The life -cycle model assumes that individuals seek to avoid large fluctuations in their standard of 
living over the course of their lifetimes. The model further takes as a given that individuals’ 
incomes tend to follow a predictable pattern over the course of their lifetimes. Typically, that 
would mean relatively low levels of income during the initial years of work, increases in income 
up to retirement, and then a drop in income during retirement. 

If consumption followed the same pattern as income, it would make for substantial changes in 
living standards over the course of a lifetime. Instead, consumers are presumed to vary the rate at 
which they save out of income in order to dampen the effect of changes in income on 
consumption. Thus, the typical pattern would be that individuals save relatively little in the early 
stages of their working lives. Then, during peak earning years, saving rates tend to be higher in 
order to accumulate wealth off of which to live during retirement, when saving tends to fall off 
considerably . 7 



Precautionary Saving 

There is a second consideration that may motivate household saving in addition to retirement. 
While there may be a typical pattern to incomes, on average, over lifetimes, there is also a certain 
amount of uncertainty associated with an individual’s income at a given time in the future. For 
example, some incomes vary over the course of the business cycle, and from time to time people 
may also experience episodes of either voluntary or involuntary unemployment. Thus, in addition 
to serving as a buffer against lifetime income fluctuations, some fraction of saving may also act to 
insure against the risks of shorter-term fluctuations in income. This kind of saving may also help 
to insure against whatever risk might be associated with an individual’s pension plan. It is 
generally referred to as precautionary saving. 

Although this may not account for all the possible incentives households have to save, it is 
enough of a framework to make some general observations about household saving behavior. For 
example, a temporary decline in incomes will not necessarily have an effect on consumer 
spending, or on an individual’s long-term saving rate, since households have already set funds 



7 People with higher incomes tend to save more than those with lower incomes; not necessarily just because their 
incomes are higher, but also because they are more likely to be in their peak earning years. 
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